I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

RAKERS ELEVATOR, | NC.,

| N RE: ) I n Proceedi ngs
) Under Chapter 7
JAMES WOKER and LI NDA WOKER, )
d/ b/ a Woker Dairy Farns, g No. BK 88-30886
Debt or(s), )
)
G BSON D. KARNES, Trustee of )
the Estate of Janes and )
Li nda Woker, )
)
Plaintiff, )
)
V. ) ADVERSARY NO. 90-0001
)
)
)
)

Def endant .

MEMORANDUM AND ORDER

The debt ors, who are grain and dairy farmers, executed "future
delivery"” contracts inthe spring of 1988 with the def endant, Rakers
El evator, Inc. ("Rakers"), by which they sol d soybeans to Rakers at a
specified price to be paid upon delivery of thegraininthe fall.
During the course of the year, the debtors purchased seed, fertilizer,
and chem cal s fromRakers on a credit basis. Wen the soybeans were
delivered to Rakers i n Novenber 1988, Rakers applied the proceeds of
sale to offset the debtors' outstandi ng account bal ance with Rakers.

Fol | owi ng t he debt ors' bankruptcy filing in Decenber 1988, the
trust ee brought this preference acti on agai nst Rakers to recover the
anount of t he soybean proceeds t hat had been appliedtothe debtors’
account. Rakers contends that the trustee has failed to prove the

el ements of a preference and that judgnent should be



enteredinits favor. Specifically, Rakers asserts that the evidence
shows t hat "transfer” of the soybeans occurred in May 1988 when t he
grain contracts were execut ed, whi ch was nore t han 90 days before the
debt ors' bankruptcy filing, and not i n Novenber 1988 when t he soybeans
wer e del i vered t o Rakers. Rakers further contends that the sal e of
supplies tothe debtors was conditi oned upon the debtors' executi on of
such contracts and that Rakers thus had a right to set-off the
i ndebt edness owing to it when Rakers recei ved t he soybean proceeds in
the fall. Rakers additionally asserts that its application of the
soybean proceeds to t he debtors' account was i nthe ordi nary course of
busi ness because it had used t hi s sanme procedur e on prior occasi ons.
Fi nally, Rakers contends that the trustee may not recover the soybean
proceeds as a preference where this recovery woul d benefit only the
debt ors, who have signed a reaffirmati on agreenent with a secured
creditor holding a lien on the debtors' crops.

The grain contracts i n question were signed by t he debtors on May
11 and May 20, 1988. The contracts were entitled "Purchase Contract"”
and provi ded that "Sell er hereby sells and agrees to del i ver and Buyer
her eby purchases and agrees to recei ve" atotal of 3,200 bushel s of
soybeans at $7.04 and $7. 50 per bushel, with delivery to be from
Sept enber to Novenmber 1988. The "Remar ks" section of the contracts
cont ai ned the words "To be appliedto account.” Rakers stipul ated t hat
t hi s | anguage was added to the contracts as anintraoffice procedure
after the contracts were signed and t hat t he | anguage had not been
intended to be a termof the contracts.

On Novenber 1, 2, and 4, 1988, Rakers received delivery of the
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soybeans covered by t he May contracts. On Novenber 4, 1988, Rakers
appl i ed t he proceeds fromt he sal e of t hese soybeans to t he debtors’
account, offsetting the debtors' account bal ance of $25, 052. 48 by t he
anount of $24,137.62. The debtors subsequently filed their bankruptcy
petition on Decenmber 13, 1988.

At trial, Jerry Rakers, owner and oper ator of Rakers El evat or,
Inc.,'testifiedthat i n February 1988 t he debtors tal ked t o hi mabout
advanci ng suppl i es needed by t hemt o produce their crops that year.
Rakers tol d t he debt ors t hat he woul d advance supplies tothemon a
credit basisif they would sign contracts sellingtheir grainto him
Rakers testified that onthe "very day" of his neetingw th the debtors
on February 9, 1988, the debtors signed a contract selling wheat to him
for future delivery. The debtors executed additional wheat contracts
wi t h Rakers on February 22 and May 19, 1988, as wel |l as t he soybean
contracts of May 1988. Rakers stated that the soybean contracts were
executed at hi s request sothat the debtors coul d obtain supplies on
credit, with the under-standing that the proceeds woul d be appliedto
t he debtors' account when the soybeans were delivered in the fall.

Rakers testifiedthat until the fall of 1987, he had al ways sol d
suppl i es to t he debt ors on an open account basi s, and t he debt ors woul d
pay for that season's supplies when they harvested their crops. In
m d- 1987, Rakers noticed "problens” withthe debtors' paynent record.

Rakers thereafter changed his met hod of doi ng business with the

Because of the identity of interest between Jerry Rakers and
hi s conpany, Rakers Elevator, Inc., the Court will refer to both as
"Rakers." The distinction between the two should be apparent from
the context in which the reference appears.
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debtors, requiring that they sign contracts for the sale of grain
bef ore he woul d advance supplies. The debtors accordingly sold grain
on contract to Rakers in Septenber 1987, and, when the grain was
harvested i n October 1987, Rakers appliedthe proceeds fromsal e of the
grain to the debtors' account bal ance.

Rakers acknow edged that the debtors' grain was subject to a
security interest in favor of the First National Bank of Carlyle
("Bank"), but stated that he had an agreenment wi th t he Bank t hat he
coul d "get his noney first" fromthe grain sal es proceeds i f he woul d
furnish supplies to produce the debtors' crops. Rakers testifiedthat
on occasi ons when a farnmer seeking credit already had his crops
encunber ed by t he Bank' s I i en, Rakers woul d cal | the Bank and arrange
t o advance supplies for the farner's crops if he coul d get pai d out of
grai n sal es proceeds beforerem ttingthe bal ance tothe Bank. Rakers
stated t hat he and t he Bank wor ked cl osel y t oget her and that this was
"a deal keep everybody operating.” On cross-exani nation, Rakers
reiteratedthat he did not hinself have a security agreenent withthe
debt ors but he "had an agreenment with the Bank."

When t he wheat subject to the February 9 contract was deliveredto
Raker s i n June 1988, the proceeds of sal e were appliedtothe debtors'
account. InJuly, the debtors delivered wheat tofill the February 22,
and May 19 contracts, al ong wi t h anot her truckl oad of wheat subject to

a contract of July 1, 1988.2 Rakers sold the wheat for the prices

°The contract of July 1, 1988, was not signed by the parties.
However, it appears that delivery and sale of the wheat were nade
pursuant to the ternms of the contract.
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specifiedinthe respective contracts and appli ed the sal es proceeds
fromthe July contract tothe debtors' account bal ance, whileremtting
t he proceeds fromthe two earlier contracts to the debtors and t he Bank
jointly because, as Rakers stated, "this was the agreenent.”

According to Rakers' testinony, he told the debtors at the
February 1988 neeting t hat he woul d need soybean contracts in addition
to the wheat contracts, and t he debtors agreed to si gn such contracts
when t he price for soybeans reached a certainlevel. Rakers testified
that t he Bank had agreed t hat he coul d get $25, 000 fromt he sal e of the
debt ors' soybeans. Rakers advanced supplies tothe debtors only upon
the condition that they signthese contracts, and he nonitoredthe
debt ors' account cl osely to nake sure they didn't order nore supplies
t han he had contracts for.

Rakers' testinony concerning the grain sales contracts was
contradi ct ed by debt or Ji mWker. Wker deni ed that the debtors signed
t he contracts for the purpose of obtaining supplies oncredit for their
1988 crop. He testified that he "did not renenber” Jerry Rakers
tellingthe debtors he would givethemcredit only if they executed
grain sales contracts with Rakers. Rather, Wker stated that the
reason t he debtors si gned t he sal es contracts for wheat and soybeans
was t hat the crops "were selling at a good price" and he wanted t o get
that price. Wker agreed that the debtors tal ked to Rakers i n February
1988 about obt ai ni ng supplies for the year but stated that they "did
not do anything about it" that day.

Woker testified that he did not obj ect when Rakers applied the

sal es proceeds of the wheat contracts to the debtors' account i n m d-
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1988 because he was abl e to pay the | oan at the Bank and "t he rest |
| et them[ Rakers] have." Al though the wheat was subj ect to t he Bank's
security interest, the Bank | et the debtors "do what ever [they] want ed
withthe wheat that was | eft" after they had t he notes paidthat were
due at that time. The sunmer of 1988 was a bad drought year, and t he
debt ors' soybeanyields werecut inhalf. Inthefall of 1988, Wker
had pl anned t o pay t he Bank wi t h t he soybean proceeds and t hen borr ow
fromt he Bank to pay Rakers. However, when Rakers "kept the beans” in
Novenber 1988, the debtors were unabl e to go back to t he Bank for noney
to pay Rakers.

After the Wokers filed for bankruptcy in Decenmber 1988, they
signed areaffirmati on agreenent i n which they prom sed to repay the
debt to the Bank t hat was secured by their 1988 soybean crop. At the
time of trial, the $25,900 note to the Bank had been paid down to
$17, 000 or $18,000. The reaffirmati on agreenent provi ded t hat any
proceeds recovered by the trustee in his preference acti on agai nst
Rakers and pai d over to t he Bank by reason of its perfected security
interest in the debtors' soybeans woul d be applied to reduce the
Wokers' i ndebtedness on the note.

"Transfer" of the Debtors' Property

Inorder toprevail inapreference action under 11 U. S. C. 8547,
the trustee nust prove all the el ements of an avoi dabl e preference.
One of the key elenments of a preference is the "transfer"” of an
i nterest of the debtor in property withinthe applicabl e peri od--here,
90 days--prior to bankruptcy. 11 U. S.C. 8547(b)(4)(A).

Rakers contends that "transfer"” of the debtors' property took



pl ace when t he debt ors si gned t he t wo soybean contracts i n May, selling
thegraintoit withthe prom se of future delivery. Rakers asserts
t hat upon signing the contracts, the debtors conveyed all their rights
to t he soybeans, so that transfer was conplete at that tine, and t hat
delivery of the soybeans in the fall was sinply perfornmance of the
executory contracts signedin May. For this reason, Rakers maintains
that the debtors' transfer of the soybeans is protected fromthe
trust ee' s avoi di ng powers because it was out si de t he 90- day pr ef erence
peri od of 8547.

The debtors' argunent is misplacedinthat it focuses ontransfer
of rights tothe soybeans t hensel ves rat her t han on t he di sposition of
pr oceeds derived fromthe sal e of the soybeans. The contracts si gned
by t he debt ors obl i gat ed Rakers t o pay proceeds fromthe sal e of the
soybeans to t he debt ors upon del i very of the soybeans to Rakers. Thus,
the rel evant transfer occurred, not when the debtors signed the
contracts sellingthe soybeans to Rakers, but when Rakers fail edto pay
t he proceeds fromthis saletothe debtors and, i nstead, appliedthe
proceeds to the debtors' account. It was at this point in tine,
Novenmber 4, 1988, that "transfer" of the debtors' property occurred,
well within the 90-day preference period of 8547.

The cases cited by Rakers, Matter of E. P. Hayes, Inc., 29 B.R 907

(Bankr. D. Conn. 1983); and Inre AOV Industries, Inc., 64 B.R 933

(Bankr. D.Di st.Col. 1986) are distinguishable ontheir facts fromthe

present case. E.P. Hayes i nvol ved an assi gnnent of paynents execut ed

by the debtor prior tothe preference period. The court hel d t hat

paynments nmade to the creditor pursuant to this assi gnnent were not
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avoi dabl e al t hough received within the preference period because
transfer of the debtor's right to receive paynments occurred upon

execution of the assignment. Simlarly, in AOV Industries, the

creditor recei ved proceeds during the preference period pursuant to
letters of credit transferred to it by the debtor outside the
preference period. The court rul ed that paynents under the letters of
credit were not preferential because the debtor had nointerest inthe
proceeds once transfer of theletters of credit had been acconpl i shed.
The debt ors' execution of the grain sal es contracts here was unlike the
transfersinthecited casesinthat the debtorsretainedtheright to
payment for the soybeans upon delivery of the soybeansinthe fall,
whi ch came within the 90-day preference period.

Ri ght to Setoff

Rakers contends that evenif the Court finds that the transfer
occurred i n Novenber 1988, it had theright to setoff the anount owed
by the debtors with t he proceeds fromsal e of t he soybeans. Rakers
poi nts out that it advanced supplies tothe debtors onthe condition
t hat t hey execut e t he soybean contracts at i ssue and asserts that this
gave Rakers a superior right tothe proceeds fromsal e of t he soybeans.

Assertion of the right to setoff constitutes an affirmative
defensetothetrustee' s preference action, as avalid setoff does not
constitute a"transfer” that nay be recovered by t he trust ee under

8547. In re Balducci GOl Co., 33 B.R 847 (Bankr. Col o. 1983).

Secti on 553 governi ng setoffs recogni zes theright tosetoff while
setting forth special limts onthe allowance of setoff, includingan

"i nprovenent of position” test that mrrors the preference prohibition

8



agai nst creditors advanci ng their positionvis-a-vis other creditors
within 90 days of bankruptcy. 1d.; see 11 U S.C. 8553(b). The
Bankr upt cy Code, however, does not create any newright of setoff where
none exi sts under nonbankruptcy | aw, and def endants asserting the
affirmative def ense of setoff nust establish boththeir entitlenent to
setoff and their conpliance with the limts of 8533. Bal ducci.

It is undi sputed that Rakers had no security interest in the
debt ors' soybeans and t hat t he soybeans were, instead, subject to a
perfected security interest infavor of the Bank. Rakers asserts,
however, that it had an agreenent both with the debtors and with t he
Bank that the soybean proceeds woul d be applied to the debtors’
account. Rakers contends, therefore, that its setoff was proper and
cannot be avoi ded by the trustee.

At trial, the debtors deni ed that an agreenent was made t o of f set
t heir account with the soybean proceeds and di sputed Jerry Rakers'
testinmony t hat execution of the May contracts was i n furt herance of
such an agreenent. The contracts t hensel ves contai ned no i ndi cati on
t hat the proceeds were to be applied to the debtors' account. The
| anguage "To be applied to account” was added by Rakers after the
contracts were signed and i s i nconcl usi ve t o show an agreenment withthe
debt ors.

Si nce Rakers had no security interest inthe debtors' soybeans,
any agreenent it had withthe Bank that it could be "paidfirst” from
grain proceeds if it advanced supplies for the debtors' crops was
insufficient toelevate Rakers tothe positionof asecuredcreditor.

The i nf or mal arrangenent wor ked out between Jerry Rakers and t he Bank
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failedto protect Rakers when, dueto a declineinthe debtors' crop
yi el ds, the debtors' soybean proceeds were i nadequate to pay both t he
Bank and Rakers. Rakers used the grain sales contracts as security
devi ces at his peril, as the function of such contractsisto"lockin"
apricefor grainto be deliveredinthe future, not to give the buyer
an interest in the proceeds of the sale.3

I nthe present case, the evidence is insufficient toshowthat the
debt ors agreed t o gi ve Rakers the proceeds fromsal e of their grain,
and its position as unsecured creditor is not altered by t he agreenent
it had with the Bank. Because Rakers, as an unsecured creditor,
i mproved its positionvis-a-vis other unsecured creditors by of fsetting
t he proceeds fromsal e of t he soybeans agai nst t he debtors' account
within 90 days of bankruptcy, Rakers has failed to establish an
al | owabl e setoff under 8§553.

O di nary Course of Busi ness

Rakers additionally asserts that its application of the soybean
proceeds to pay the debtors' account bal ance was paynent in the
ordi nary cour se of busi ness as contenplatedin 11l U S.C. 8547(c)(2).
Thi s section provides that the trustee may not avoi d as a preference
t he paynent of a debt incurredinthe ordinary course of busi ness of

t he debtor andits transferee, solong as the paynent was made i nt he

SWhile parties to a grain sales contract could conceivably agree
that the buyer is to retain the proceeds fromsale of the grain, this
agreenent nust be shown conclusively. |f Rakers had made such a
showi ng here, the "transfer" of the debtors' property would have
occurred when the contracts were executed because it would have been
at that time that the debtors relinquished all rights to the grain
proceeds.
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ordi nary course of business of both parties and made according to
ordi nary business terms. Rakers used the procedure of applying
proceeds fromgrain sal es contracts to the debtors' account on three
ot her occasi ons beginninginthe fall of 1987.4 Rakers notes that the
debt ors di d not obj ect onthese prior occasions and asserts that its
appl i cati on of soybean proceeds to the debtors' account i n Novenber
1988 should not be viewed as an isolated incident.

Jerry Rakers' testinony that he began requiring the debtors to
execute grain sales contractsinaneffort toensure paynent of the
debt ors' account bel i es Rakers' contention that paynent was nmade i nthe
ordi nary course of business. Rakers inplenented the procedure in
guesti on because he was not being paid as normal at the end of the
season when t he debtors harvested their crops. Rakers indicated that
he used t hi s speci al paynment method with only a fewof his custoners
when he noticed that they were having problens paying their accounts.

The debtors' failure to obj ect when Rakers retai ned grai n proceeds
t o reduce t heir account bal ance does not establish this procedure as an
ordi nary busi ness practice. The evi dence showed that until Novenber
1988, there had been sufficient proceeds to pay both t he Bank and
Rakers. | ndeed, when Rakers received delivery of the debtors' wheat in

July 1988, he kept only a part of the proceeds to apply to the debtors'

“The proceeds of a soybean contract signed in Septenber 1987
were applied to the debtors' account in October 1987; proceeds of a
wheat contract signed on February 9, 1988, were applied in June 1988;
and proceeds of a wheat contract dated July 1, 1988, but unsigned by
the parties were applied to the debtors' account on July 8, 1988.
Proceeds of two other wheat contracts signed in February and May 1988
were remtted to the debtors and the Bank jointly in July 1988.
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account and remtted the bal ance to the debtors and the Bank jointly.
Thus, Rakers' application of grain proceeds tothe debtors' account was
not enpl oyed on a consi stent basis. Wil e Rakers and t he Bank nay have
had an under st andi ng as t o when each woul d be pai d out of the debtors’
grai n proceeds, theirs was obvi ously a speci al arrangenent not within
t he ordi nary course of business. The Court finds, accordingly, that
Rakers has failed to establish an "ordinary course of business”
defense to the trustee's preference action.

Dim nution of the Debtors' Estate

Rakers contends finally that the trustee should not be allowedto
recover a preference t hat has not been shown to di mni sh the debtors’
estate to the prejudice of other creditors. The debtors have signed a
reaf firmati on agreenment with the Bank whi ch provides for nonthly
paynents by t he debtors on t he not e secured by t he debtors' soybeans.
The reaffirmati on agreenent additionally provi des t hat any proceeds
recovered by the trustee fromRakers as a preference and paidtothe
Bank as a secured creditor holdingalienonthe debtors' soybeans wil |
be appliedtothe indebtedness renmai ning onthe note, and t he debtors’
nmont hly paynments will be adjusted accordingly. Rakers argues,
therefore, that if the trustee is allowed to recover the soybean
proceeds fromRakers, the proceeds will be paid over tothe Bank and
will only benefit the debtors by reduci ng their paynments under the
reaf firmati on agreenent.

Vi |l e not an express el ement of 8547, the requirement that
payments to a preferred creditor dimnishthe bankruptcy estateis a

necessary corollary tothe objective of preventing favoritismanongthe
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debtors' creditors who ought in fairness to stand on the same footing.

See 4 Col li er on Bankruptcy, 8547.05, at 547-36 (15th ed. 1990); Inre

Brent Explorations, Inc., 31 B.R 745 (Bankr. D.Colo. 1983).

Generally, payments toafully securedcreditor will not be consi dered
preferential because the creditor woul d not receivenore thanin a
Chapter 7 liquidation. Payments to an unsecured creditor would

di m ni sh the estate, however, because the credi tor woul d recei ve nore

than it would have under Chapter 7 liquidation. Brent Exploration.

Rakers, as an unsecured creditor, admttedly recei ved nore by
reason of its retention of the debtors' soybean proceeds i n Novenber
1988 than it woul d have receivedinthe formof a dividend to unsecured
creditors. Inarguingthat the estate was not di m ni shed because t hese
anmobunt s woul d go t o a secured creditor who i s being pai d pursuant to a
reaffirmati on agreenment with the debtors, Rakers focuses on
postpetition devel opnents that arelegallyirrelevant totheissue of
whet her prepetitiontransfersresultedin dimnutionof the debtors’
bankruptcy case. The anal ysis of whether a particular transfer is
preferential nmust be determ ned as of the date of the bankruptcy

filing, not at some | ater unspecifieddate. Seelnre Finn, 86 B. R

902 (Bankr. E.D. Mch. 1988); see al so Pal ner Cl ay Products v. Brown,

297 U. S. 227, 56 S.Ct. 450, 80 L. Ed. 655 (1936): preferential effect of
transfer shoul d be determ ned by t he actual effect of the paynent as
det erm ned when bankruptcy results.

The Code cont ai ns no exceptionto preferenceliability that would
underm ne a preference claimon a debt which the debtor chose to

reaf firmpostpetition. |f Congress hadintendedto create such an
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exception, it coul d have done so explicitly. Cf. 11 U.S.C. 8547(c);
Einn. The practical difficulties arising in the event a debtor
resci nded or defaulted on a reaffirmation agreenment and the
possibilities for abuseif creditors were able to avoid preference
liability by obtaining reaffirmati on agreenents which may not be
enf orced denonstrate the undesirability of arul e such as that urged by
Rakers. See Finn. The Court finds that no consi derati on may be gi ven
tothe effect of the debtors' reaffirmation agreenent i n determ ning
whet her their estate was di m ni shed by the prepetitiontransfer to
Rakers and, accordingly, rejects Rakers' argunent onthis point as a
defense to the trustee's preference action

Concl usi on

No i ssue is presented as to the remai ni ng el enents of a preference
to be proved by thetrusteeinthis case. It is undisputedthat the
debt ors' obligation for supplies advanced by Rakers arose fromMarch
1988 t 0 Oct ober 1988 and so constituted an "ant ecedent debt owed by t he
debt or before the transfer was made" for purposes of 8547(b)(2).
Rakers' argunent that supplies advanced after the May soybean contracts
wer e si gned were a "cont enpor aneous exchange for newval ue" (11 U. S. C
8547(c) (1)) is nooted by the Court's findingthat the transfer occurred
in Novenber rather than May 1988.

For the reasons stated, the Court finds that the trustee my
recover the anount of $24, 137.62 fromRakers as a preferential transfer
under §547.

I T 1S SO ORDERED
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/'s/ Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: COctober 19, 1990
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